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RECOMVENDATI ON FOR DI SPOSI TI ON

APPEARANCES: XXXXX, for XXXXX; Colin Relphorde, Special Assistant
Attorney General, for the Departnent of Revenue.

SYNOPSIS: This matter cane to be heard as a result of Notices of
Deficiency being issued by the Illinois Departnent of Revenue on January
26, 1990, proposing assessnents and penal ti es agai nst the persons of XXXXX,
XXXXX and XXXXX (deceased) for failure to report inconme for the periods in
guestion and to pay taxes due thereon as required by applicable sections of
the Illinois Income Tax Act. Following tinely protests being filed on the
part of XXXXX and XXXXX, a hearing was held for the purpose of presenting
evi dence both for and against the issues of liability raised. On the basis
of the evidence of record, it is recommended that the matter be resolved in
favor of the Departnent in part and in favor of the taxpayers in part.

| SSUES:

1. Whet her taxpayer XXXXX omitted in excess of 25% of the Dbase
i ncome reported on her joint Illinois inconme tax returns for the years
ended 12/31/80 through 12/31/86, and on her single return for the year

ended 12/ 31/ 87.



2. Whether XXXXX is liable for additions to tax wunder [|ITA
Section 1002(b), 35 ILCS 5/1002(b), wviz., acivil fraud penalty at a rate
of 50-75% for the years in question

3. Whet her taxpayer, XXXXX, is relieved from liability for the
deficiencies and additions to tax pursuant to the "Innocent Spouse" defense
of IRC Section 6013(e) for the years 1980 through 1986, inclusive.

4. VWhet her taxpayer XXXXX, is relieved from liability for the
deficiency and additions to tax pursuant to the "lnnocent Spouse" doctrine
of I'I TA Section 502(c)(4), 35 ILCS 5/502(c)(4) for the 1987 tax year.

5. Whet her taxpayer XXXXX is liable for a Section 1002(b) civil
fraud penalty at 50-75% for the period between 1980 and 1986.

6. Whet her taxpayers XXXXX  and XXXXX  are l'iable for a
Section 1002(b) civil fraud penalty at 50-75%for the 1987 tax year.

FI NDI NGS OF FACT:

1. XXXXX and his first wife, XXXXX, filed joint federal and Illinois
incone tax returns for the years ended 12/31/80 through 12/31/86. (Dept.
Ex. #20)

2. On May 20, 1987, XXXXX divorced XXXXX and married XXXXX on
Cct ober 17, 1987. XXXXX filed an IL-1040 return as a "single" and XXXXX
and XXXXX file a "joint" IL-1040 return for the year ended 12/31/87.
(Dept. Ex. #20)

3. XXXXX and XXXXX were signatories on a joint checking account at
the XXXXX Bank of XXXXX. Said account was closed in June, 1987, subsequent
to the divorce of XXXXX and XXXXX, dated May 20, 1987. (Transcript (Tr.)
73)

i On August 5, 1988, a felony arrest warrant was obtai ned for XXXXX
by the XXXXX Police Departnment charging her with theft by enbezzl enment.
(Dept. Ex. #23) XXXXX |ater plead guilty to said charges. (Dept. Ex. #20)

Subsequent |y, XXXXX died on August 13, 1989. (Tr. 196)



5. XXXXX was a part-tinme bookkeeper/secretary and worked for XXXXX
since 1973. She was paid W2 wages of $5.50 per hour on the basis of
20 hours per week. Later she also worked for XXXXX and prepared incone tax
returns during the tax season. (Tr. 43; Dept. Ex. #23)

6. XXXXX worked for the 1llinois Departnment of Revenue as a
col l ections supervisor since 1975. (Tr. 227) Al so, he worked part-tinme as
a special process server from 1979 until 1985. (Tr. 227)

7. On January 26, 1990, the Illinois Departnment of Revenue issued
Notices of Deficiency to XXXXX and XXXXX for the years ended 12/31/80
through 12/31/86; to XXXXX and XXXXX for the year ended 12/31/87; and to
XXXXX for the year ended 12/31/87, based wupon the unreported inconme
realized fromthe embezzl ements by XXXXX. (Dept. Ex. #s 15, 16, 17)

8. On March 12, 1990, XXXXX and XXXXX tinely filed a protest to the
Notices of Deficiency. (Dept. Ex. #18) XXXXX's Estate, however, did not
file a protest on her behalf.

9. A hearing was held after a nunber of continuances (Dept. Ex. #s
1-14) on April 23, 1992 before Admi nistrative Law Judge Janes P. Pi eczonka.
Present for the Departnent was Special Assistant Attorney CGeneral, Colin B
Rel phorde and wi tnesses, Gregory Dickinson, Crimnal Investigator, and
Lance Evans, Revenue Audit Mnager. Present for Taxpayers, were, XXXXX,
their attorney of record (Dept. Ex. #18) and w tnesses, XXXXX, XXXXX, XXXXX
and XXXXX. The Department introduced Department's Exhibits 1-19 as part of
the prima facie case. Taxpayer objected to Exhibits 15 and 16 as to the
comput ati ons. The objections were noted for the record and Departnent's
Exhibits 1-19 were adm tted.

10. Gegory J. Dickinson, Illinois Departnent of Revenue Crimna
I nvestigator, testified to the foll ow ng:

a) The investigation of the Taxpayers began in March of 1989
regardi ng the years ended 12/31/84 through 21/31/87.

b) The investigation was initiated due to the receipt of a



d)

e)

f)

9)

h)

police report fromthe XXXXX Police Departnent which stated
that XXXXX had been charged with the crimnal offense of
enbezzl ement from her enployer XXXXX. (Tr. 25)

The investigati on showed that XXXXX had written XXXXX checks
out of series to herself wi thout authority and deposited a
majority of theminto a joint checking account wi th XXXXX as
joint signatory, at XXXXX Bank of XXXXX. (Tr. 27; 48)

I nvestigator Dickinson obtained frommcrofilmat XXXXX Bank
of XXXXX, deposit slips and all the checks related thereto
of the XXXXX checks payable to XXXXX. Schedul es were
prepared whi ch showed enbezzl ed funds per year as foll ows:

1984 $ 33,774.09
1985 $ 41,871.96
1986 $ 47,131. 28
1987 $ 30,872.68
Tot al $153, 650. 01

Line 1, AG incone on XXXXX and XXXXX's [|L-1040 filed
returns was reported as foll ows:

1984 $ 24,753.00

1985 $ 27,162.02

1986 $ 29,152.12

1987 $ 32,341.11 XXXXX & XXXXX
1987 $ 4,691.86 XXXXX

The W2 inconme of XXXXX was reported as foll ows:

1984 $ 17, 390. 20
1985 $ 19, 163. 46
1986 $ 19, 809. 04
1987 $ 7,628.96 (Prior to divorce)

The W2 inconme of XXXXX was reported as foll ows:

XXXXX XXXXX
1984 $ 1,260.70 $ 1, 246. 20
1985 $ 1,038.00 $ 2,396.70
1986 $ 1,056.00 $ 1,766.10
1987 $ 1,148.13 $ 2,064.90

The XXXXX checks deposited in to the XXXXX joint checking
account were as follows:

1984 $ 25, 151.52

1985 $ 33,589.91

1986 $ 33,019. 20

1987 $ 10, 428. 00 (Prior to divorce)
1987 $ 10, 383.35 (After divorce)

Cash anmpbunts deposited into XXXXX joint checking account
wer e:



k)

1984 $ 5,112.21

1985 $ 5,405.00

1986 $ 9,752.93

1987 $ 3,984.12 (Prior to divorce)
1987 $ 2,145.00 (After divorce)

O her amounts deposited into XXXXX joint checking accout
wer e:

1984 $ 2,650.21

1985 $ 18, 199. 45 (I nheritance)
1986 $ 14,541. 30 (Bank card adv.)
1987 $ 6,232.50 (Cash Advance)

Unreported i ncome of XXXXX was determ ned as follows: (XXXXX
checks m nus W2 wages)

1984 $ 32,513. 39
1985 $ 40, 833. 96
1986 $ 46, 075. 28
1987 $ 21, 035.86
1987 $ 8,688.68 ( XXXXX pri or

5/ 20/ 87)
(Tr. 35-72; Dept. Ex. #s 23, 15, 16)

I nvestigator Dickinson only exam ned checks deposited into
the XXXXX joint checking account and did not exam ne checks
drawn on the account. (Tr. 62) The joint checking account
of XXXXX and XXXXX, subsequent to XXXXX' s divorce, was not
exam ned. (Tr. 65)

The mpj or assets of XXXXX and XXXXX were known to be as
fol |l ows:

XXXXX 1985 A dsnobil e (financed)
XXXXX 1969 used Ford station wagon
Rent al Hone (Leased)

(Tr. 280; 243; 241)

I nvestigator Dickinson stated that he issued four requests
to the IRS for exchange of tax information regarding the
XXXXX returns for 1984-87. (Tr. 82) However, he did not
recall if any information was exchanged or the content of
t he conversation with the IRS. (Tr. 85)

11. Lance Evans, Departnent of Revenue Field Audit Manager, testified

as follows:

a)

b)

In March of 1989, he conducted a confidenti al civil
income tax audit of XXXXX, XXXXX and XXXXX (Tr. 93)
based upon the enbezzled funds by XXXXX for the years
1980 t hrough 1987. I nformati on showed that XXXXX had
been enbezzling for nine years. (Tr. 110)

He did not interview XXXXX or XXXXX but exam ned an



affidavit of XXXXX which admtted that she enbezzled
approxi mately $250, 000 from XXXXX during 1980-87. (Tr.
98)

c) He reviewed the XXXXX Bank of XXXXX account deposits
and checks fromthe XXXXX Co., and subtracted XXXXX' s
W2 incone to determine the enbezzled funds anpunt.
Some anobunts were deposited into a joint account with
XXXXX and sone checks were cashed at Domi nick's stores.
(Tr. 104)

d) XXXXX checks witten to XXXXX were as foll ows:

1984 $ 33,747.00
1985 $ 41,872.00
1986 $ 47,136.00
1987 $ 30,873.00
Tot al $153, 628. 00 (Tr. 105)

e) XXXXX's W2 inconme of $4,481.00 was deducted fromthe
XXXXX check anpbunts to arrive at unreported incone of
$149, 147.00 during the years from 1984 through 1987,
i nclusive. (Tr. 105)

f) To determ ne unreported income for the years between
1980 and 1983, since information was unavail able, M.
Evans conmputed wth the best information available, a
48 nonth average by dividing $149.147 by 48 nmonths to
arrive at a nmonthly average of $3,107.23. The yearly
average of $37,284.00 was then cal culated (Tr. 106-112)
and added to the reported inconme for the vyears 1980
t hrough 1983. (Tr. 107-112)

0) The civil audit also proposed civil fraud penalties
pursuant to Section 1002(b) of the |IITA due to the
underreporting of inconme in excess of 1.5 tines the
reported adjusted gross incone. (Tr. 113) The tota
enbezzl ed funds were determ ned to be $299, 432. (Dept.
Ex. #20; Tr. 117)

h) M. Evans reviewed the joint Federal and 1L-1040
returns of XXXXX and XXXXX, XXXXX and XXXXX and the
separate returns for XXXXX for 1987, payroll and W2
i nformation, 1099 fornms and the bank deposits and
checks to arrive at the proposed deficiencies. (Tr.
119; Dept. Ex. #s 15, 16, 17, 20)

i) M. Evans did not review the checks out of the XXXXX

checki ng account except for one nonth. However, he
determ ned that the funds were a nutual benefit to both
parties on the account. Expenses related to charge

cards, dinners, utilities, car paynents and rent were
paid from the checking account. (Tr. 127, 188; Dept.
Ex. #20)
12. M. XXXXX was called to testify as a witness on behal f of XXXXX

and XXXXX. (Tr. 133) M. XXXXX is a professional accountant with a



Bachel or's degree in accounting and a Master's degree in taxation. He is
an enrolled agent with the IRS and has been a Professor of Accountancy at
Lew s University for the past 27 years.

13. M. XXXXX was a social friend of the XXXXX and has prepared their
federal and Illinois returns for the past ten years (Tr. 135)

14. On a social basis they went to dinner occasionally and M. XXXXX
paid for dinner nore often than did the XXXXX. The XXXXX lived in a rented
house on XXXXX Street in XXXXX. (Tr. 137) XXXXX owned an O dsnobile for a
nunmber of years subject to financing. (Tr. 135)

15, M. XXXXX classified the XXXXX |ifestyl e as nodest and not out of
pl ace with their income. (Tr. 140) They did not have expensive jewelry or
clothes or take lavish vacations. (Tr. 145, 150) M. XXXXX stated that
fromhis observations of the XXXXX |ifestyle, he did not believe |arge suns
of nmoney were unreported. Fromthe information given to himin preparation
of the XXXXX tax returns, he believed they were accurate as filed. (Tr.
146, 160-169) However, he did not review any bank statenents or tax
records in preparation of the returns. (Tr. 164) XXXXX prepared schedul es
and provided information for conpilation into the final return. (Tr. 148,
154) M. XXXXX was familiar wth the salaried income of XXXXX and XXXXX
and specifically asked both of themif all income was reported. (Tr. 149,
169). He generally reviewed the final returns with XXXXX or both parties
prior to their signature. (Tr. 156-159)

16. XXXXX testifed that she was a social friend of XXXXX and XXXXX
since 1982. Later, subsequent to XXXXX's divorce from XXXXX in May of
1987, XXXXX married XXXXX on Cctober 17, 1987. (Tr. 192, 194) Her first
know edge of the subject tax deficiency was receipt in the mil of the
instant Notice of Deficiency dated January 26, 1990. (Tr. 192; Dept. EX.
#16)

17. Additionally, XXXXX stated that XXXXX prepared the joint tax



return in 1987 for hinmself and XXXXX. (Tr. 195) Al income was reported
fromboth filers, i.e, XXXXX' s salary and alinony paynments to XXXXX from a
prior marriage. (Tr. 196)

18. During the five years prior to marrying XXXXX, XXXXX did not
receive any income from XXXXX or XXXXX and she did not notice any change in
his life style. (Tr. 197) Also, she was not famliar with his expenses or
fi nances prior to her marriage to him (Tr. 198)

19. XXXXX was called as a witness on behalf of the taxpayers. XXXXX
retired in 1988 fromthe Illinois Departnent of Revenue as a conferee after
service with the Departnent since 1962. Prior to his enploynent with the
Departnment, XXXXX was an |RS Special Agent in the Tax Fraud Division and
later left for private practice. (Tr. 199-201)

20. During his years as Conferee, XXXXX believed that Illinois
foll owed the I RC "I nnocent Spouse Rule" by incorporation under Sections 102
and 104 construction of the Illinois Act. A mjor factor in the
determ nation of the applicability of the Innocent Spouse Rule depended
upon the exam nation of where the unreported incone was spent. (Tr. 204)

21. XXXXX was not famliar wth the lifestyle of XXXXX, however, he
agreed that lack of property ownership, expensive cars, jewelry and
noder ate spending are factors of an innocent spouse. According to XXXXX,
the burden of proof as to fraud is on the Departnent and an average to
proj ect unreported income for unaudited years (80-83) is not proper in the
case of fraud penalties (Tr. 209) when records were obtai nable by subpoena.

22. XXXXX stated that if an Illinois investigation was conducted on a

return, and passed the determ nation on to the IRS, failure of the IRSto

proceed would not preclude Illinois fromproceeding on the State level to
adj ust or increase incone. (Tr. 213). The federal adjusted gross incone
is the starting point for Illinois purposes and not a final determ nation

of actual incone. (Tr. 220) However, it may prejudice the State's case.



(Tr. 213).

23. XXXXX also testified, that 1in the event the

defense is invoked by a taxpayer, the auditor should further

i nnocent spouse

to actual know edge of additional inconme and acquisitions in excess

i nvestigate as

of

normally expected itens in view of the couples enploynent incone. (Tr.

215-219) Al so, admtted enbezzlenent by the spouse that

commtted it

sufficient to establish fraud as to that spouse. (Tr. 221).

24, XXXXX testified on his own behalf to the follow ng facts:

a. He married XXXXX in April of 1973 and had two chil dren.
The famly finances were nmanaged by both spouse prior

to the birth of their first child in 1975.

b. XXXXX joined the Illinois Departnent of Revenue in the
spring of 1975. XXXXX was a field enployee who
basi cally worked out of his hone. (Tr. 227).

C. In January 1989, XXXXX was assigned tenmporarily to an
office in XXXXX, Illinois where he Ilived in a hotel

during the week for 4 nonths. (Tr. 227).

wor ked nights and weekends as a Civil
since 1979.

Al so, XXXXX
Process Server

d. XXXXX returned to enploynent in 1977 for XXXXX as their
bookkeeper . (Tr. 228) XXXXX set up a P. O Box for

al | t he XXXXX' mai | across the street

enpl oyer. (Tr. 229)

e. From 1977 to the date of divorce in

from her

1987, XXXXX's

paychecks, all bills, and bank statenents were nmail ed

to the P.O Box and picked up by XXXXX.

(Tr. 229-230)

XXXXX paid all the bills between 1980 and May of 1987.

The record, however, reflected that the

three bank

statenments from the checking account for the nonths of

Sept ember/ Cct ober of 1986, February/ March

of 1987 and

March/ April of 1987 disclosed that the checking account

statenents were addressed to the XXXXX

resi dence of

XXXXX St., XXXXX, IL 60436. (Txp. Group Ex. #8).

f. XXXXX had mninmal involvenent in famly

fi nances and

never reviewed famly financial statenents (Tr. 230)

and did not prepare their tax returns.

g. In 1983, XXXXX became a collection supervisor and
worked 8:00 a.m to 5:00 p.m at the office in XXXXX

In 1984, XXXXX was assigned to a special

project in

XXXXX which required his presence in XXXXX one or two
weeks per nmonth for approximately 2 vyears (Tr. 232),
until the fall of 1986. The marital relationship has
deteriorated over the years and a divorce was entered

is



in May of 1987. (Tr. 233).

XXXXX and XXXXX had one checking account and one
savi ngs account during their marriage. XXXXX carried
the check book and gave XXXXX one or two bl ank checks
per nonths. XXXXX al ways reconciled the checkbook.
(Tr. 233)

In 1985, XXXXX quit his process server job; the
Departnment's salary was his only income and he received
no i nheritances.

XXXXX recei ved an i nheritance fromher aunt in the form
of a joint-tenancy savings account in the amunt of
approxi mately $3-6,000.00 in 1983. Later, in 1985,
XXXXX received about $15,000.00 in proceeds fromthe
sale of income property which she also inherited in
1983 from her aunt. (Tr. 236).

A divorce settlement agreenment was entered into whereby
XXXXX agreed to pay child support, all marital debts
(%5, 000. 00) and maintain health insurance for XXXXX and
the children (Tr. 237), and pay for parochial tuition
through the 8th grade for both children.

XXXXX initially [earned of XXXXX s enbezzl enent conduct
i n August of 1988 when the XXXXX Newspaper published an
article reporting that XXXXX had been arrested for
enbezzl ement. (Tr. 238).

At the tinme of XXXXX's divorce from XXXXX, she was
still working for XXXXX. XXXXX retained custody of al
the bank records and she refused to turn them over to
XXXXX.  (Tr. 239-240)

XXXXX deni ed any know edge of wunreported inconme or
XXXXX' s enbezzl enment  from XXXXX (Tr. 241) and to date
found her conduct hard to believe. (Tr. 244) XXXXX
bel i eved every penny they earned was reported. (Tr.
307) .

XXXXX and XXXXX did not take any vacations in excess of
$1, 000. 00 except in one year to Ireland after XXXXX
recei ved her inheritance. They owned no expensive
jewelry, stocks or bonds. Al so, XXXXX bought cl ot hes
for XXXXX on occasion. (Tr. 241-244).

Taxpayer Exhibit 9 was introduced through the testinony
of XXXXX. The exhibit consisted of copies of checks
fromtheir joint-checking account for the nonth of
April 1987 which, according to XXXXX were the only
checks XXXXX obtained from XXXXX's house after her
death (Tr. 249); and checks from February-March of
1984, May-June of 1985 and Septenber-COctober of 1987,
which were randomly selected by nonth by the bank
pursuant to subpoena for XXXXX's crimnal trial. (Tr.
250- 254) A check register for the period of 1/11/87
through 4/87 was also recovered, however, it did not



have a running bal ance. The checks showed that XXXXX
was the maker of wvirtually all of the checks which
nunber ed approximately ninety per nonth. The deposits
varied at approximately 15 per nonth. The checks were
written in variable amounts in range froma few dollars
to large suns which were nostly in paynent of credit
card bills and restaurant tabs. (Txp. Ex. #9; Tr. 252)

XXXXX stated that he had little or no know edge or
control of the famly finances during the period in
guesti on. He wote very few checks (one or two per
mont h) from the checking account. (Tr. 307) He was
given a few blank checks by XXXXX which he kept at the
office to pay for emergency expenses such as car
repairs or tobacco ($20.00 per nonth). (Tr. 272)
XXXXX woul d al so give himcash for spending noney in
t he amobunt of $30-40 per week. (Tr. 304).

Si mpl e di scussions were had over dinner or in the car
as to famly finances or expenses. XXXXX  made the
mont hly car paynents and had originally set up the
financing. (Tr. 280). XXXXX was not sure of his gross
salary from the Departnment because his checks were
mail ed directly to the Post Ofice Box which XXXXX had
a key to but never accessed. (Tr. 273) XXXXX woul d
endorse his checks and deposit them into the joint-
checki ng account. (Tr. 282) Also, XXXXX was not aware
of XXXXX's salary at XXXXX. (Tr. 289) XXXXX's only
i nvol vement in the preparation of their tax returns
prior to June of 1987 was to submt W2 fornms and
information for his schedule "C' incone and expenses to
XXXXX so that she could prepare the schedul e. (Tr

266, 299) XXXXX did not reviewthe returns with his
preparer, M. XXXXX, he would sinmply check for the
refund or paynment anount and sign the return; he did
not exam ne the return or check the adjusted gross
i nconme reported. (Tr. 270, 272) Al so, XXXXX sel dom
made deposits or withdrawals fromthe bank, however, if
he did no bal ance was shown on his receipt. (Tr. 297).

XXXXX al so stated that he dined out approxi mately once
per week and ran a nonthly tab at a few restaurants of
friends or relatives of his wife. (Tr. 287) XXXXX had
an Anerican Express Gold card that was pre-approved, he
never conpl et ed an application for credit.
Additionally, they had 4 or 5 other credit cards and a
line of credit that XXXXX utilized during the marriage
by forging XXXXX s signature. (Tr. 292) During the
marriage, XXXXX did not reviewcredit card bills and
did not wite checks in paynent of the credit card
bills. (Tr. 302)

Furthernore, XXXXX stated he was represented by an
attorney regarding his divorce and settl enent agreenent
whereby he agreed to be liable for all the marita
debts in the amount of approxi mately $5,000.00 and to
pay child support and school tuition and insurance for
the children and XXXXX. However, no formal discovery



or inquiry was made into XXXXX's assets or the bank
accounts, nor were the debts verified prior to their
assunption. (Tr. 275, 300)

u. Finally, XXXXX stated that he had no idea of the
checki ng account bal ance during the marriage. However,
at the time it was closed in May of 1987 it had a zero
bal ance. XXXXX did not know where the unreported
i nconmre had been spent or disbursed. (Tr. 290-295; 307)

24. The Admi nistrative Law Judge finds as follows:

a. That XXXXX did in fact fail to report incone to the
State of Illinois as stated in the Notices of
Deficiencies during the years ended Decenber 31, 1980
t hrough Decenber 31, 1987. Also, her Estate failed to
protest said deficiencies. Therefore, the deficiency
anpbunts as to XXXXX are deenmed assessed.

b. That XXXXX did not file a joint 1L-1040 return with
XXXXX for the year ended Decenber 31, 1987. Therefore,

no joint and several liability for the subject
deficiency due to XXXXX's enbezzlenent of funds and
failure to report additional income to Illinois exists
as to XXXXX.

C. That XXXXX and XXXXX filed a joint |1L-1040 return for
the year ended December 31, 1987 and properly reported

their incomne. Therefore, the Notice of Deficiency for
the year ended 12/31/87 as to XXXXX and XXXXX nust be
wi t hdr awn.

d. That XXXXX and XXXXX filed joint [L-1040 returns for
the years ended Decenber 31, 1980 through Decenber 31,
1986 and failed to report the additional incone which
was properly determ ned by Departnent audit procedure
as stated in the notices of deficiency for said years.
Therefore, XXXXX is also liable for the tax due and
penalties related thereto except the fraud penalty as
stated therein.

e. That XXXXX had no actual know edge of the enbezzled
funds of XXXXX during the years ended December 31, 1980
t hrough Decenber 31, 1987. Therefore, the Section
1002(b) fraud penalties cannot stand as to XXXXX for
sai d years.

DI SCUSSI ON OF LAW AND FACTS: Section 506(b) of the Illinois |ncone
Tax Act provides in pertinent part that:

A Taxpayer nust report to the Departnment not l|ater than 20 days

after a final f eder al change, any reconputation or

redeterm nation of federal income or |oss.

Ch. 120, Ill. Rev. Stat. Section 506(Db).

Section 502(c)(1) of the Act provides in the case of a joint return by



husband and wife that:

"...if a husband and wife file a joint federal incone tax return
for the taxable year they shall file a joint return under this
Act for such taxable year and their liabilities shall be joint
and several ..."

Section 502(c)(4) of the Act provides in taxable vyears ended
subsequent to Septenber 22, 1987:

"However, an innocent spouse shall be relieved of liability for
tax (including interest and penalties) for any taxable years for
which a joint return has been made, upon subm ssion of proof that
the Internal Revenue Service has made a determnation under
Section 6013(e) of the Internal Revenue Code, for the sanme
taxable year, which determnation relieved the spouse from
liability for federal inconme taxes."

Ch. 120, Ill. Rev. Stat. Section 502(c)(2), (4).

Section 1002(b) of the Act provides:

Fraud. If any part of a deficiency is due to fraud, there shal
be added to the tax as a penalty an amount equal to (50% 75% of
t he deficiency. Such anmount shall be in |lieu of any determ ned

under subsection (a).

Ch. 120, Ill. Rev. Stat. Section 1002(b)

Section 1005(a) of the Act for years ended subsequent to Decenber 31,
1985 provides that:

If any ampount of tax required to be shown on a return prescribed

by this Act is not paid on or before the date required for filing

such return, a penalty shall be inposed at the rate of 6% per

annum upon the tax underpaynment unless it is shown that such

failure is due to reasonable cause. The penalty shall be in
addition to any other penalty determ ned under this Act.

Ch. 120, Ill. Rev. Stat. Section 1005.

In the instant case Taxpayers XXXXX and XXXXX filed joint federal and
I1linois 1040 returns for the years ended Decenber 31, 1980 through
December 31, 1986. (Tr. 119; Dept. Ex. #20) The record clearly reflected
that XXXXX had been guilty of enbezzling funds from her enpl oyer XXXXX Co.
during the vyears 12/31/80 through 12/31/87. (Dept. Ex. #s 20, 23) The

amount of enbezzled funds exceeded $250, 000.00 over said period of tine.

Additionally, XXXXX did not report the enbezzled anbunts on her yearly



joint returns filed with her husband. ( Dept . Ex. #s 23, 25, 26, 17,
20, 23; Tr. 117-119)

XXXXX was a part-tinme bookkeeper for XXXXX and worked for a private
accountant during the tax seasons in the preparation of income tax returns.
XXXXX's income was nodest for part-time enploynment at approximately
$5, 000. 00 per year. XXXXX, her husband, was a Col | ecti on
of ficer/supervisor for the Illinois Departnment of Revenue during the years
in question and worked as a part-tine process server until 1985. XXXXX' s
salary and incone was average in the conmunity at approxi mately $20, 000. 00
per year. (Dept. Ex. #23; Tr. 36-72)

The record showed that XXXXX did not |earn of XXXXX' s enbezzl enent of
funds and additional incone wuntil August of 1988. (Tr. 238) XXXXX
protested the subject deficiencies based upon the "lInnocent Spouse Rul e" of
| RC Section 6013(d)(3). The IRS, however, did not performa federal audit
or make a federal determnation as to the additional inconme enbezzled by
XXXXX.  (Tr. 177, 213-220)

In prior cases simlar to the instant record, the Departnent relied on
the federal determ nation of an innocent spouse to relieve the innocent
party of liability pursuant to Sections 506(b) and 403(b) of the Act
(federal change) for the years ended prior to the effective date of Section
502(c) of the Act.

On this record, Section 502(c) of the Act is only applicable to the
year ended 12/31/87. However, no federal determ nation has been nmade as to
XXXXX by the IRS as an innocent spouse, therefore, a literal reading of
section 502(c) mandates that the Innocent Spouse Defense cannot relieve
XXXXX of liability during the year ended 12/31/87. Addi tionally, the
I nnocent Spouse defense is not available to XXXXX for the years ended
12/ 31/ 80 through 12/31/86 since Section 502(c) was not adopted during those

years and no federal change had occurred. (Tr. 177, 213-220) XXXXX's own



W tness, XXXXX, admitted that the failure of the IRS to proceed on Illinois
audit information would not preclude Illinois fromadjusting or increasing
i ncome pursuant to audit information and determ nation. (Tr. 213, 220).

Not wi t hstandi ng the af orementi oned, however, the Departnent was
incorrect in apportioning one-half of the wunreported income of XXXXX to
XXXXX and  XXXXX, XXXXX's second wife for the year ended 12/31/87. The
record showed that XXXXX and XXXXX filed a joint I1L-1040 return for the
year ended 12/31/87. Section 502(c)(1) of the Act requires that a joint
return be filed by a husband and wife for themto be joint and severally
liable for any taxes and penalties due. Cearly, such is not the case on
this record. See also, Illinois Letter Rulings No's. IT 87-053, IT 87-299
and | T 88-189. Consequently, the Notice of Deficiency issued agai nst XXXXX
and XXXXX for the year ended 12/31/86 nust be w t hdrawn.

The remaining issue to be decided is whether XXXXX is liable for the
penalties and tax during the years ended 12/31/80 through 12/31/86. The
federal tax case of Ray F. Turner v. Comm ssioner, 55 TCM 1425, filed July
29, 1988 is a federal case directly on point with the instant record.

In Turner, the husband and wife filed joint tax returns. The husband
was a signatory on a joint checking account but he did not actively
participate in the famly finances. The wife controlled the famly
fi nances and kept the account information at her place of enployment. The
wife was a bookkeeper and enbezzl ed over $240, 000.00 from her enpl oyer and
subsequenly pled guilty to one count of check forgery. Although the wfe
was able to conceal her crimnal conduct from her husband, his ignorance of
t he enbezzlenent did not establish that he did not benefit fromthe fruits
of the wfe's crines. The standard of living in the case was nuch hi gher
in the federal case; however, they lived in a lifestyle in excess of that
whi ch coul d be maintained by their reported incone.

The critical point of the case was that the enbezzled funds were



deposited into the couple's joint-checking account which the husband has
access to by being a signatory on said account as in this case. The Court
found that even if he was not actually aware that he was spendi ng enbezzl ed
funds, he was benefiting fromthose funds because they seeped into the
famly finances and he was spending the funds. The enbezzled funds were
commingled with their legitimte earnings in their joint checking account
and used to purchase all the day to day necessities and other | uxuries.

The facts in Turner are practically identical to the instant record.
A distinction here, however, is that the XXXXX standard of |living did not
appear to increase due to the -enbezzled funds. The sane lifestyle was
corroborated by Taxpayers' long social friend and accountant, M. XXXXX
(Tr. 133-150), and XXXXX' s second wi fe. (Tr. 192-200) A constant,
however, was that the enbezzl ed funds were deposited into a joint-checking
account with access by either spouse and the funds were comm ngled with and
used for famly expenses. Also, the XXXXX lived a lifestyle in a manner
that could not be maintained by their own earnings. Their loans, credit
card bills and restaurant tabs appeared to be excessive in view of their
reported earnings. (Txp. Ex. Goup Ex. 9) Additionally, the record
cont ai ned evidence that showed XXXXX relied on XXXXX' s accounting skills to
mai ntain and oversee the famly finances and in the preparation of the
subject tax returns as in Turner. (Tr. 229-240)

The Turner <case applied the four factor test of the so-called
"I nnocent Spouse Rule" to find that the husband was liable for the
underreporting of inconme since he could not neet all four factors. The
rul e provides that an innocent spouse is relieved fromliability for tax on
ajoint returnif the followi ng four conditions are net:

a. ajoint return has been made wunder this section for the
t axabl e year

b. on such return there is a substantial underpaynment of tax
attributable to grossly erroneous itens of one spouse;



C. the other spouse establishes that in signing the return he
or she did not know, and had no reason to know, that there
was such a substantial understatenent, and

d. taking into account all the facts and circunstances, it is
i nequitable to hold the other spouse liable for the
deficiency in tax for such taxable year attributable to such
substanti al understatenent.

Al t hough the Innocent Spouse Rule does not apply to this record since
a federal determ nation was not made (Tr. 177, 213-220; Dept. Ex. #20), for
purposes of analogizing the instant facts to the Turner case the rul e nust
be exam ned.

The Administrative Law Judge agrees that the first two conditions have
been met by XXXXX on this record. The remaining issues as to the last two
factors is essentially a factual interpretation, and the test to be applied
is what a reasonably prudent person would or should know of the
ci rcumst ances, keeping in mnd the person's level of intelligence,
educati on and experience.

On this record, XXXXX was an intelligent and educated person and wel
experienced with the Illinois Departnent of Revenue in the field of
col | ecti ons. Clearly, he was well versed in financial matters and
statenents of accounts and assets. Not wi t hst andi ng the aforenenti oned, the

record showed that he was frequently away from home due to his enpl oynent

and was oblivious to the status of his fam |y finances. Even so, however,

he should have known that the famly lived in a lifestyle in excess of
their means. A reasonably prudent person would have inquired into the
status of over five credit card accounts, lines of credit bal ances, and

savi ngs or checking account balances at |east intermttently over a ten-
year period. XXXXX testified that he never reviewed checking account
statenents because they were nmmiled to a Post Ofice box and XXXXX woul d
pick them up daily and bal ance the check book. Also, a reasonably prudent
person would examne a tax return before signing it and relate the incone

reported thereon to his standard of living. (Tr. 270-290).



The Adm nistrative Law Judge beli eves XXXXX' s testi nony was
guestionable as to his lack of know edge regarding the statenent of
accounts, assets, liabilities and checking account bal ances in view of the
record showing that no discovery or verification of assets and liabilities
was determned by XXXXX or his attorney prior to entering the nmarita
settl ement agreenent and Dissolution Judgnent. (Tr. 275-300) Mor e
decisively, the record showed that checking account statenents were nuil ed
directly to the XXXXX' residence at XXXXX St., XXXXX, IL 60435; and not to
the Post O fice Box as testified to by XXXXX. (Txp. Ex. Goup Ex. #9; Tr.
229) One finds it hard to believe that review of bank statenments and
credit card bills to a place of residence was non-exi stent by a spouse for
a period of over ten years. Clearly, XXXXX did not act in a reasonably
prudent nanner.

Consequently, the third factor has not been net. Additionally, as in
Turner, XXXXX benefited fromthe increase in incone. Therefore, XXXXX nust
be held jointly and severally liable for the tax due regarding the
unreported income during the years ended 12/31/80 through 12/31/86.
Furthernore, based wupon the best information available to the Departnent,
Auditor, Lance Evans, properly determ ned and conputed the subject taxes
due and penalties. Finally, the Section 1005 penalty is justified for the
same reasons because reasonable cause does not exist on this record to
abate the penalty.

The Section 1002(b) fraud penalties, however, nust al so be addressed
on this record. To establish fraud, the Departnent nust show that Taxpayer
i ntended to evade taxes known or believed to be owi ng by conduct cal cul ated
to conceal, mslead, or otherw se prevent the collection of such taxes.
Rowl ee v. Comm ssioner, 80 T.C 1111 (1980). A patter of consistent
underreporting of inconme for a nunber of years justifies the inference of

fraud as to each year. Holland v. United States, 348, U S. 121 129 (1954).



However, the Departnent nust prove the Taxpayer conmitted fraud; it is not
sufficient that Taxpayer's wfe commtted fraud. Section 6653(b) of the
IRC, Stone v. Comm ssioner, 56 T.C. 213 (1971). The rule is clearly
explained in pertinent federal regulations that state "No person filing a
joint return shall be held liable for a fraud penalty except for his own
personal fraudul ent conduct.” Consequently, the fraudulent conduct of
XXXXX cannot be transferred to XXXXX.

On this record, as in the Turner case, XXXXX did not commt fraud
because he was not aware of XXXXX s enbezzlenent until she was arrested in
August of 1988. (Tr. 272-304) XXXXX was not involved in the financial
aspects of the marriage subsequent to 1975. XXXXX had control of the check
book and accounts payable records. XXXXX was unaware that enbezzled funds
were being deposited into the checking account although he could have
i nspected the account. It is irrelevant that he did not. (Tr. 290-307)
The record did not <contain any evidence that XXXXX had told himshe was
enbezzling noney from her enployer, nor was there any evidence that anyone
el se told him

Al t hough much of XXXXX's testinony was self serving and sonme was not
credible, the facts on this record remain that XXXXX did not have actua
know edge of the enbezzled funds. The |aw does not transfer the fraud of a
spouse to the inprudent or negligent spouse as to a fraud penalty. The
Departnment did not prove on this record any scienter or deceit on XXXXX
XXXXX behal f, therefore, fraudul ent intent cannot be proved. Consequently,
the Section 1002(b) penalties as to XXXXX nust be abated for the years
ended 12/31/80 through 12/ 31/ 86.

DECISION: It is the Director of Revenue, that decision of:

a. XXXXX is liable for the Notice of Deficiency amounts of tax

and penalties for the years ended 12/31/80 - 12/31/87 due to
her failure to report additional incone derived from her

enbezzl ement conduct and failure to protest the subject
deficiencies:



COVPUTATI ONS:
Y/ E 12/ 31/ 80

As Corrected

ADJUSTED GROSS | NCOMVE $58, 173. 00
BASE | NCOVE 58, 173. 00
Exenption(s) 4, 000. 00
NET | NCOVE 54,173. 00
| NCOVE TAX @ 0. 025% 1, 354. 00
Tax Previously Assessed 422. 00
Additional Tax Liability 932. 00

Section 1002(b) Penalty @0.5% 466. 00
STATUTORY DEFI Cl ENCY $ 1, 398.00

Y/ E 12/ 31/ 81

As Corrected

ADJUSTED GROSS | NCOMVE $60, 109. 00
ADDI Tl ONS:
O her
SUBTRACTI ONS: 47. 00
I1linois Tax Refund 58. 00
BASE | NCOVE 60, 098. 00
Exenption(s) 4, 000. 00
NET | NCOVE 56, 098. 00
| NCOVE TAX @ 0. 025% 1, 402. 00
Tax Previously Assessed 470. 00
Additional Tax Liability 932. 00
Section 1002(b) Penalty @0.5% 466. 00
STATUTORY DEFI Cl ENCY $ 1, 399.00

Y/ E 12/ 31/ 82

As Corrected

ADJUSTED GROSS | NCOMVE $60, 848. 00
ADDI Tl ONS:

O her 13. 00
BASE | NCOVE 60, 861. 00
Exenption(s) 4, 000. 00
NET | NCOVE 56, 861. 00
| NCOVE TAX @ 0. 025% 1, 422.00
Tax Previously Assessed 489. 00
Additional Tax Liability 933. 00

Section 1002(b) Penalty @0.5% 466. 00
STATUTORY DEFI Cl ENCY $ 1, 399.00

Y/ E 12/ 31/ 83

As Corrected



ADJUSTED GRGSS | NCOMVE $62, 478. 00

BASE | NCOVE 62, 478. 00
Exenption(s) 4, 000. 00
NET | NCOVE 58, 478. 00
| NCOVE TAX @0. 03% 1, 754. 00
Tax Previously Assessed 636. 00
Additional Tax Liability 1,118. 00

Section 1002(b) Penalty @0.5% 559. 00
STATUTORY DEFI Cl ENCY $ 1,677.00

Y/ E 12/ 31/ 84

As Corrected

ADJUSTED GROSS | NCOMVE $57, 267. 00
BASE | NCOVE 57, 267. 00
Exenption(s) 4, 000. 00
NET | NCOVE 53, 267. 00
| NCOVE TAX @0. 0275% 1, 465. 00
Tax Previously Assessed 571. 00
Additional Tax Liability 894. 00

Section 1002(b) Penalty @0. 75% 671. 00
STATUTORY DEFI Cl ENCY $ 1, 565.00

Y/ E 12/ 31/ 85

As Corrected

ADJUSTED GROSS | NCOMVE $67, 996. 00
SUBTRACTI ONS:

I1linois Tax Refund 71.00
BASE | NCOVE 67,925. 00
Exenption(s) 4, 000. 00
NET | NCOVE 63, 925. 00
| NCOVE TAX @ 0. 025% 1, 598. 00
Tax Previously Assessed 577. 00
Additional Tax Liability 1, 021. 00

Section 1002(b) Penalty @0. 75% 766. 00
STATUTORY DEFI Cl ENCY $ 1,787.00

Y/ E 12/ 31/ 86

As Corrected

ADJUSTED GRGOSS | NCOVE $75, 227. 00
SUBTRACTI ONS:

U S. Governnent | nterest 21. 00
BASE | NCOVE 75, 206. 00
Exenption(s) 4, 000. 00
NET | NCOVE 71, 206. 00
| NCOVE TAX @ 0. 025% 1, 780. 00

Tax Previously Assessed 628. 00



Additional Tax Liability 1, 152. 00
Section 1002(b) Penalty @0. 75% 864. 00
Section 1005 Penalty 193. 00

STATUTORY DEFI Cl ENCY $ 2,209.00

Y/ E 12/ 31/ 87

As Corrected

ADJUSTED GROSS | NCOVE $24, 915. 00
BASE | NCOVE 24,915. 00
Exenption(s) 2,000. 00
NET | NCOVE 22,915. 00
| NCOVE TAX @ 0. 025% 573.00
Tax Previously Assessed 67.00
Additional Tax Liability 506. 00

Section 1002(b) Penalty @0. 75% 379. 00

Section 1005 Penalty @ 6% Per Annum 54. 00
STATUTORY DEFI Cl ENCY $ 939. 00

b. That XXXXX and XXXXX filed a joint IL-1040 return for the

year ended 12/31/87, therefore, no joint and several
liability for the deficiency due to XXXXX s enbezzl ement of
funds and failure to report additional inconme to Illinois
exists to XXXXX. Consequently, the Notice of Deficiency as
to XXXXX and XXXXX nust be wthdrawn for the year ended
12/ 31/ 87.

That XXXXX and XXXXX filed joint [1L-1040 returns for the
years ended Decenber 31, 1980 through Decenber 31, 1986 and
failed to report the additional incone as stated in the
Noti ces of Deficiency, therefore, XXXXX is joint and
severally liable for the taxes due in said years and 1005
penalty for the year ended 12/31/86. Additionally, however,
the Departnment failed to prove that XXXXX had actua
know edge of the enmbezzled funds by XXXXX, therefore, the
Section 1002( b) fraud penal ties nmust be abat ed.
Consequently, XXXXX is liable for the following tax and
penal ti es:

COVPUTATI ONS:

Y/ E 12/ 31/ 80

As Corrected

ADJUSTED GROSS | NCOVE $58, 173. 00
BASE | NCOVE 58, 173. 00
Exenption(s) 4, 000. 00
NET | NCOVE 54,173. 00
| NCOVE TAX @ 0. 025% 1, 354. 00
Tax Previously Assessed 422. 00
Additional Tax Liability 932. 00

Section 1002(b) Penalty @0.5% 0. 00

STATUTORY DEFI Cl ENCY $ 932. 00



Y/ E 12/ 31/ 81

As Corrected

ADJUSTED GROSS | NCOVE $60, 109. 00
ADDI Tl ONS:
O her
SUBTRACTI ONS: 47.00
I1linois Tax Refund 58. 00
BASE | NCOVE 60, 098. 00
Exenption(s) 4, 000. 00
NET | NCOVE 56, 098. 00
| NCOVE TAX @ 0. 025% 1, 402. 00
Tax Previously Assessed 470. 00
Additional Tax Liability 932. 00
Section 1002(b) Penalty @0.5% 0. 00
STATUTORY DEFI Cl ENCY $ 933. 00

Y/ E 12/ 31/ 82

As Corrected

ADJUSTED GROSS | NCOMVE $60, 848. 00
ADDI Tl ONS:

O her 13. 00
BASE | NCOVE 60, 861. 00
Exenption(s) 4, 000. 00
NET | NCOVE 56, 861. 00
| NCOVE TAX @ 0. 025% 1, 422.00
Tax Previously Assessed 489. 00
Additional Tax Liability 933. 00

Section 1002(b) Penalty @0.5% 0. 00
STATUTORY DEFI Cl ENCY $ 933. 00

Y/ E 12/ 31/ 83

As Corrected

ADJUSTED GROSS | NCOMVE $62, 478. 00
BASE | NCOVE 62, 478. 00
Exenption(s) 4, 000. 00
NET | NCOVE 58, 478. 00
| NCOVE TAX @ 0. 03% 1, 754. 00
Tax Previously Assessed 636. 00
Additional Tax Liability 1, 118. 00

Section 1002(b) Penalty @0.5% 0. 00
STATUTORY DEFI Cl ENCY $ 1,118.00

Y/ E 12/ 31/ 84

As Corrected



ADJUSTED GRGSS | NCOMVE $57, 267. 00

BASE | NCOVE 57, 267. 00
Exenption(s) 4, 000. 00
NET | NCOVE 53, 267. 00
| NCOVE TAX @0. 0275% 1, 465. 00
Tax Previously Assessed 571. 00
Additional Tax Liability 894. 00

Section 1002(b) Penalty @0. 75% 0. 00
STATUTORY DEFI Cl ENCY $ 894.00

Y/ E 12/ 31/ 85

As Corrected

ADJUSTED GROSS | NCOVE $67, 996. 00
SUBTRACTI ONS:

I1linois Tax Refund 71.00
BASE | NCOVE 67,925. 00
Exenption(s) 4, 000. 00
NET | NCOVE 63, 925. 00
| NCOVE TAX @ 0. 025% 1, 598. 00
Tax Previously Assessed 577. 00
Additional Tax Liability 1, 021. 00

Section 1002(b) Penalty @0. 75% 0. 00
STATUTORY DEFI Cl ENCY $ 1, 021.00

Y/ E 12/ 31/ 86

As Corrected

ADJUSTED GROSS | NCOVE $75, 227. 00
SUBTRACTI ONS:

U S. Governnent |nterest 21.00
BASE | NCOVE 75, 206. 00
Exenption(s) 4, 000. 00
NET | NCOVE 71, 206. 00
I NCOVE TAX @ 0. 025% 1, 780. 00
Tax Previously Assessed 628. 00
Additional Tax Liability 1, 152. 00

Section 1002(b) Penalty @0. 75% 0. 00
Section 1005 Penalty 193. 00
STATUTORY DEFI Cl ENCY $ 1, 345.00

James Pi eczonka
Adm ni strative Law Judge

Dat e



